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BEFORE THE
| LLI NO S COMMERCE COMM SSI ON
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the Main Hearing Room Eighth Floor, 160 North

LaSall e Street, Chicago, Illinois.
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CHARLES BOX, Chairman
LULA M. FORD, Comm ssi oner
ERIN M. O CONNELL-DI AZ, Comm ssi oner
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CHAI RMAN BOX: Pursuant to the provisions of

the Illinois Open Meetings Act, | now convene a
regularly schedul ed bench session of the Illinois
Commerce Comm ssion. Wth me in Chicago are
Comm ssi oners Ford, O Connell-Diaz, Elliott and
Col gan. | ' m Chai rman Box, and we have a quorum

Before nmoving into the agenda this is
the time we allow nmenmbers of the public to address
t he Conm ssion. Members of the publish wishing to
address the Comm ssion nmust notify the Chief Clerk's
Office at | east 24 hours prior to the bench session.
According to the Chief Clerk's Office, there have
been no requests to speak.

We have one item on today's agenda,
Docket 09-0166 and 09-0167 consolidated. This is the
Nort h Shore Conmpany and Peoples Gas Light and Coke
Conpany proposed general increase in natural gas
rates.

Adm ni strative Law Judges Moran and
Haynes, can you please brief us on this matter. And
if we're not done at 2:00 o'clock, we'll stop and

hear oral arguments on the -- two of the issues in
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this case will comence at 2:00 p.m

JUDGE HAYNES: Okay. And as you know this is
the rate increase requested by Peoples Gas and North
Shore. And | just wanted to point out that the
actual deadline in this case is Sunday, January 24th,
but with the possibility of going on to January 25th.
And that the PEPO that we've presented to the
Comm ssi on doesn't have very many substantive
changes, just to the cost of equity.

And the order that we've presented to
you increases the revenue requirement requested by
North Shore by 19.9 percent and Peoples Gas by
13.8 percent. And although there's many contested
i ssues here, rather than wal king you through each
one, just touch on a couple of the bigger issues.

And under the Conmpanies' rate base one
of the more contested issues is the OPEB liabilities
and the adjustnent to renove the Conpani es' pensions
asset or liability. And the order that we've
presented to you follows the Comm ssion's decision
fromthe | ast rate case and that was -- as proposed

by the AG. And it renoves the Peoples Gas's pension
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asset fromthe -- their rate base cal cul ati ons and

al so rempves North Shore's pension liability fromthe

rate base cal cul ati on. However, it's -- reduces both
Conpani es' rate bases by their -- for their OPEB
liabilities.

And under operating expenses one of
the more contested issues is Staff's proposed
adjustment for the Liberty audit-related expenses.
And this issue stens fromthe Conmm ssion's prior
order in Docket 06-0311 and Staff's interpretation of
| anguage in that order. And the order that we've
presented to you does not adopt Staff's adjustment
and finds that if hasn't -- it hasn't been shown that
t he Conpany has incurred any costs above -- over and
above those necessary to comply with the Act.

And then the next |arge heading under
it would be the rate of return.

JUDGE MORAN: And I'IlIl give a quick overview of
the cost of equity, which was one of the nost
contentious issues in this case.

We' ve got testinony of three

wi t nesses, Staff Wtness MNally, CUB-City Wtness
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Thomas and Utilities' Wtness Mouul. All of these
wi t nesses applied the DCF and the CAPM nodel.

What the proposed order did was it
accepted the DCFS bids of both Staff and the
Utilities, found them both to be reasonable, and
included in the cal cul ation. By finding both to be
reasonabl e that meant that while the accepted -- the
DCF analysis that the Utilities' witness set out, it
was troubling for Staff's DCF analysis in the fact
t hat spot day was used for those results. W thought
by averaging them it would sort of work out.

The CAPM estimate of only Staff is in
the PEPO, and I'll explain to you why. Bef ore goi ng
into the specifics, there was a | ot of testinmny
comng fromtwo witnesses, Steven Fetter and
M . Bodmer. These witnesses were nore giving you a
context for how they thought the Conm ssion should
consi der the nodels. And the PEPO adopts some of the
proposed | anguage that flushes out a little bit of
t his background, if you will.

Now, neither of these wi tnesses
actually applied the nodels. CUB-City Wtness Bodnmer

6
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made an assessment, as you will see, of the worst of
the financial times that shook this country in fal

of 2008. He showed that in contrast to other
entities utility companies generally were able to
hold their own during the height of the financi al
turmoil.  And what M. Bodnmer nost strongly asserted
is the Comm ssion should use nore caution and greater
scrutiny and firmer transparency when eval uating
recommendati ons derived from the data and financi al
model s.

So there you have M. Bodnmer talking
about the worst of times. The Utilities also give
you background information but it's a little |ess
t heoretical . It's a little more forward-I|ooking
perspective. M. Fetter said, Okay, yes, when things
are bad everything is at bottom But you have to
start considering what you're doing at the time that
the markets start to return to sone type of normalcy
during the ramping up process. And he -- if you | ook
at Page 8 of your nmeno, | will quote the phrase that
he used. And that is, But you want to make sure a

few weeks later -- and he's talking about "later"
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referring to their worst periods -- that when the
mar kets are slowly beginning to function again that
Peopl es/ North Shore are able to access capital that
t hey need and won't be able to get.

M. Fetter also made some coments
about accepting M. Thomas's DCF and CAPM results,
whi ch he found at the |low range of a list of 29
different electric and gas returns on equity. That
list is in the record. That list, during
cross-exam nation, showed that the median for these
30 returns is 10.50. The average for these 30
returns is 10. 36.

Now t he question is what do you do
with that information? |In his testinmny M. Fetter
agreed with CUB-City that the list has sone val ue but
shoul dn't be used for any sort of match-up process.
But he maintained -- and this is an interesting
concept -- that view nust be taken of this |ist
because this is what affects the investor universe.

We agree with CUB and City that it
shoul d not be used for any type of conparison-based

ratemaki ng. There are other lists. W' ve pointed
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t hose out to you that the Comm ssion m ght find
informative or hel pful.

We do include new | anguage on the | aw
and that is because CUB-City took issue with what the
proposed order did; and, that is, it didn't accept
the final recommendati ons of any particular wtness
and the proposed order | ooked at what it consi dered
reasonabl e. CuB-City saying, No, you got to go --
you got to go with the final recommendati ons. Wel |,
you know, what is the witness proposing? W
di sagree, and the disagreenent is based on the
| anguage of the | aw.

The setting of utility rates is a
| egi sl ative function and not a judicial function.
You're not here to pick winners and | osers among the
di fferent experts. It's well established that the
Comm ssion is nore than an arbiter and under the
compl ements of a schenme set out in the Public
Utilities Act the Comm ssion is supposed to be an
active participant. This means that contrary to
t hose arguments by City-CUB, the Conmm ssion acts

properly in setting its own cost of equity for the
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utilities. There's only one l[imtation on your
authority at this point and that's the record. And
we believe that everything that has -- that has
been -- that has evolved on -- from-- on the
proposed order and in the PEPO is based on the
record.

And it actually goes back to CUB and
City's own recommendati on by M. Bodmer who says,

G ve greater scrutiny to the financial model results.
And | think that we have foll owed that concept.

You'll find a DCF analysis. And, as |
i ndicated earlier, the proposed order took the
numbers -- the results from both M. MNally and
M. Moul. There was sonme question about the growth
esti mates and how they're used.

The bigger question and the troubling
gquestion in Staff's analysis for us was the spot day.
| know that the Comm ssion has used it at times.

It's rejected spot day analysis at other tinmes. Spot
day is troubling in this financial environment. I
mean, you could read the newspapers and every day
mar kets are going up, markets are going down. So

10
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what day do you pick? That was the thing we could
not get a grasp on, and that's why we did not go with
Staff's analysis. And you will -- if you | ook at the
CAPM anal yses al so, and particularly Staff's, you'l
see what happens when you go with the spot day.
Again, it seems that that just seens to reverberate
both through this proposed order and in these times.

COWMM SSI ONER O CONNELL- DI AZ: Judge, | know you
characterize that as having a distorting effect as to
ki nd of --

JUDGE MORAN: | think so. | think it doesn't
give you a reliable picture of what is out there, I
mean, to the extent you can get an absolutely
reliable picture of the markets.

CAPM, we did the same thing. We t ook
the CAPM estimate from the Conmpany, which we thought
was an unadjusted CAPM estimte based on our
readings. We now find out that the beta was
| everaged and so, therefore, it's not what we thought
it was, an unadjusted figure. Again, we did the same
thing. To give some bal ance we thought it best to

take the two nunbers. Since then finding out that

11
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that Utilities number is -- was |everaged, we have
changed the PEPO to go only with Staff's estimte and
don't feel confortable with it.

And what makes us unconfortable is the
Utilities' position that if you took a reasonable
forecast of 30-year treasury bonds with Staff's CAPM
t hat would produce an estimate of 10.52 instead of
the 9.95 that Staff got with the one-day spot quote.

So the Comm ssion can consi der
averagi ng these esti mates. It can consider taking
just Staff's 30-day forecast estimate. We |eave that
up to you. But we think that it -- that that CAPM
anal ysis needs further consideration by this
Commi ssi on.

COMM SSI ONER O CONNELL- DI AZ: Judge Moran, so
what you're suggesting is that the Comm ssion needs
to do its own, for |lack of a better word, analysis or
judgment call with regard to --

JUDGE MORAN: It is judgment. That's what it

COVMM SSI ONER O CONNELL- DI AZ: -- it's

i nexact - -

12
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JUDGE MORAN: It's much nore art than science
here. And you have the authority to do that.

M . Bodmer, himself, says give closer scrutiny. So |
propose -- or we propose that you take these figures
t hat we have given you, not just only Staff's 9.5
CAPM estimate, which was based on a spot day, but

al so | ook at the other number of record, which would
have been produced by forecasting and think of where
you want to go with those things.

| al ways hesitate with one number, and
this is why we average to begin with.

COWMM SSI ONER O CONNELL- DI AZ: It's nmy
under standi ng that you find that the 9.95 figure from
Staff has gotten --

JUDGE MORAN: Exactly, that could be cured or
all eviated in some way to produce a fairer or nore
reliable result. Absolutely.

Adj ustments, Staff proposed three
adjustnments. A 20 basis point financial risk
adjustment and then it proposed a whole | ot of other
downward adjustments for the riders -- for Rider VBA,
which itself is kind of troubling. And I think that

13
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when we were working on the proposed order it was a

50/50 call. And it was a 50/50 call -- and I'Ill tell
you why -- because the gas group, which nost of the
anal yses incorporated and it was -- the same gas

group was used by all the experts. Most of those
compani es al ready had decoupling mechani sns. So it
was really iffy putting in that 10 percent basis
poi nt adjustment for VBA. If you |l ook at the briefs
on exception, you will not find Staff supporting that
VBA adj ust nent .

Staff also proposed an adjustnent for
Ri der UEA, which is the uncollectible. W -- in the
proposed order put in a 10 basis point adjustment,
which is at the low end of Staff's range. But then
now you have to think, how does that all work with
the risk adjustment? Because we've already adjusted
for risk. MWhy are you adjusting for risk again? Or
maybe those rider risks adjustments are the way to go
but then you don't need the full-blown rider risk
adj ust ment . | think we would have given that a
[ittle nore consideration in our PEPO, but we're
required to put it in our nmemo and not change, so we

14
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didn't change anything there.

You m ght also want to | ook at
City-CUB' s view. City-CUB never argued for that
financial risk adjustment. They did, however,
support an adjustment for Rider VBA and Ri der UEA,
but they didn't give you a whole | ot of reasons for
that. So we don't see a whole |ot on the record.

So I'll now turn to Rider |ICR, which
is the next contentious feature in our proposed
order. We've changed nothing in our proposed
order -- and maybe a little concerned with how
parties went about doing the briefs on exceptions.
And we will direct you nostly to the | anguage, the
proposed | anguage of the different parties in their
briefs on exceptions. When we wrote the proposed
order we followed your standards. These were not our
st andar ds.

This Comm ssion set standards in the
| ast Peoples rate case and you validated those
standards in the Nicor rate case. So at this point
when those standards come to us, we have to accept
t hat you want us to follow those standards. And we

15
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took all the evidence of record and the arguments and
set it out under each of those standards
i ndi vidual ly.

The di sturbing thing when we got
parties' briefs on exceptions, is that |anguage threw
out alnmost all your standards. They focus
selectively on the positions they wanted to take,
mostly theoretical. And it was disturbing for us
t hat they wouldn't give credit to what was flatly and
solidly on the record.

COMM SSI ONER O CONNELL- DI AZ: Judge Moran, so
are you suggesting that in the -- in the briefs that
you' re tal king about the parties ignore the fact that
t he Comm ssion had set these standards out --

JUDGE MORAN: Exactly. Exactly --

COMM SSI ONER O CONNELL-DI AZ: -- and in a
fashion --

JUDGE MORAN: -- they would throw everything
out. And that is not a good analysis for this

Comm ssion to do even if it finds differently, even
if you find differently than what we saw on record.
There's something -- | don't want to

16
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use the word "dishonest," but just wrong with that
kind of analysis. And that's got to give you some
pause and sone reason to think.

There are two questions here. And |
think we framed them for you the way you should
consider them that is, whether an accelerated main
repl acement program should by undertaken by Peoples
Gas. Well, interestingly enough in the briefs on
exceptions all parties agree that it should be
accel erated. \When we wrote the proposed order, we
figured based on the evidence that we were getting
from CUB and fromthe AG s Office that they didn't
agree with that. That they just wanted to maintain
the status quo, that they didn't want this
accel erated program And then in the briefs on
exceptions they said, Oh, no, we don't disagree with
t hat .

OCkay. So what's the second question?

The second question is, whether the rider recovery

mechani smthat will enable this undertaking should be

adopted. And don't look at the law in a theoretical

| ens.
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You have to | ook at the subject matter

of this rider. You can't separate the two. Because
one is linked to the other. And that's how our
proposed order considered it. \What are the

alternatives to rider recovery? There's only two.
The only two that we could think of, and certainly
not hi ng el se was put before this Comm ssion on
record, annual rate cases is one of them Well,
who's going to pay for those annual rate cases? |It's
going to be custoners. Okay. If a rider mechani sm
all ows you to get the benefit, allows you to avoid an
annual rate case, that's a great idea.

Your own Staff is saying, Ww, let's
not go with Rider ICR, but let's force the Conmpany to
accelerate infrastructure imrovements. You can't do
that. You cannot do that in this case. You need a
separate case, a separate document -- excuse ne --
docket that gives notice to all the parties that you
have intentions to require the Conmpany to accel erate.
Then what happens? Then you'll probably have to have

anot her rate case and a whole stream of rate cases.

And maybe, maybe that would make a whole | ot of sense

18
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if you had a conmpany that didn't want to do this.
But you have a conpany that wants to do this.

And don't be fooled by arguments that
say that they're not little. Because | do renenber
in some of the briefs on exceptions there is quoted
testimony during the cross-examnation of Utilities'
W tness Jim Schott that's taken out of context.

Don't allow yourselves to fall into that. Make sure
t hat you read the whole record and all of the
transcript references that surround the quoted

testi mony because it's nuch different.

The bottomline is we changed not hi ng
to our recommendation. We went through every single
one of your standards in the nmpost reasonable, | ogical
and fair way. W went through Staff's
recommendati ons and found Staff wants this too. City
wants this. The Union wants this. There are certain
benefits and a | ot of benefits that you're going to
deny consumers if you don't go this way. Yes, you
can go another way, but it's not -- it's not hel pful.
It gives you nothing more and possibly nmuch | ess.

Therefore, we stand on everything that

19
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we said in the proposed order and we would direct the
Comm ssion to the Utilities' reply brief on
exceptions, which answers every single argunent and
in great detail.

COVM SSI ONER O CONNELL-DI AZ: Judge Moran, just
with regard to the standards that you were just
tal ki ng about, those standards -- as they're
Comm ssi on standards, those standards are al so
standards that were devel oped pursuant to rules that
were used for our water utilities when they want to
come in and have some sort of --

JUDGE MORAN: Exactly.

COWMM SSI ONER O CONNELL- DI AZ: -- so this is not
sonmet hing that's unknown --

JUDGE MORAN: -- and we talk about that.

You're not reinventing the wheel in a sense because
you' ve got rules for water conmpanies that foll ow
basically the same pattern.

COMM SSI ONER O CONNELL- DI AZ: Thank you.

JUDGE MORAN: And you -- you know there's a
record here that shows the need to do sonet hing.

CHAI RMAN BOX: Any ot her questions for Judge

20
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Moran or Judge Haynes?

Thank you for that brief overview.

There will be no 2:00 o'clock break.
We'll have sone time for the -- thank you very nuch,
Judge. | "m sure there m ght be additional questions

tonmorrow at the bench session or next week at the
open meeting.

JUDGE MORAN: That's fine. That's fine. And
we didn't conment on any of the exhibits and we m ght
want to do that. Thank you.

CHAI RMAN BOX: Pursuant to --

JUDGE WALLACE: M . Chairman.

CHAI RMAN BOX: Yes.

JUDGE WALLACE: M . Chairman, do you want to
cl ose the bench and then go into oral argument?

CHAI RMAN BOX: Anything else to come before us,
Judge Wal |l ace?

JUDGE WALLACE: No, sir.

CHAI RMAN BOX: Meeting is adjourned.

(Whereupon the prebench agenda

was adj our ned.)
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